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The Federal Budget Dilemma 


Tax Increase to Meet Inflated Budget vs. Lower Rates to Insure Prosperity 


by RosweELu MAGILL. Partner. Cravath, Swaine and Moore, President, The Tax Foundation 


Pwesvevrar FAILURE to control and to reduce Federal expenditures has brought Congress 
in an election year into a dilemma that Congress certainly hates to face. On the one hand, 
the President has tendered Congress a seriously unbalanced budget for 1951, and has proposed 


that new taxes be imposed to reduce the antici- 
pated $5 billion deficit. The case for a bal- 
anced Federal budget in times of prosperity 
is very strong; and if new taxes are the one 
way to achieve a balance, then we must submit 
to new taxes, 

On the other hand, the rates of the individual 
income tax are already not far below the all-time 
high of World War II. Moreover, in order to realize 
even the revenues projected in the budget, business 
must proceed during 1950-51] at a very high level of 
activity. Hence, a thoughtful Congressman or citi- 
zen concludes that governmental policy generally, 
and tax policy in particular, should be so formu- 
lated as to permit business to function actively and 
succesfully. If it does not so function, the budget- 
ary estimate of revenues will not be realized. Every- 
one recognizes that heavy tax rates are a great de- 
terrent to risk-taking, to individual initiative, to 
business activity. Hence, from this point of view, 
taxes should not be raised. If anything, they should 
be reduced. 

Here, then, is the great fiscal dilemma. Shall 
the tax rates be increased in order to balance the 
budget; or shall tax rates be reduced, in order to 
promote the business activity that is essential to a 
balanced budget? 

There are several subsidiary dilemmas as well. 
Shall Federal sales and excise taxes levied at dras- 
tic, indeed exorbitant, rates be reduced or elimi- 
nated? Our interest in promoting business activity, 
as well as our sense of fairness, will lead us to say 
yes. 
What is the other side of the picture? The Fed- 
eral budget already relies far too heavily on indi- 
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vidual and corporate income taxes. A reasonable 
diversification in major sources of Federal revenue 
is desirable. Sales and excise taxes are a reliable 
source of revenue. When they are levied on the 
consumer, they have another great advantage: the 
consumer is acutely conscious of his burden of tax- 
ation as he pays them. Your wife and my wife are 
certainly vocal on the subject of the Federal tax 
on ladies’ handbags, on cosmetics, on furs. 

Our interest in a properly balanced Federal tax 
system leads us in one direction. Our dislike for 
heavy, selective sales and excise taxes leads us the 
opposite way. Which way shall we go? There is 
understandable confusion in answering that ques- 
tion in Congress and indeed there may be confusion 
in this room. The unfortunate result may well be 
that Congress and we ourselves will run around in 
circles, and ultimately do nothing. 

Can we formulate any solid, dependable purposes 
and priorities to apply to the confused fiscal situa- 
tion we confront? | believe that we can; and that 
it is especially important to distinguish our major 
fiscal aims from less important technical changes. 


Federal Budget Must Be Balanced 


1. Most of us are clear that the Federal budget 
must be balanced in times like these, if it is ever to 
be balanced. The country is now producing a tre- 
mendous gross national product. In 1949, the gross 
national product has been estimated at $242.8 bil- 
lions, more than twice what it was in 1941, and the 
second highest figure in recent history. Conse- 
quently, cold war or not, the Federal Government 
should certainly be able to live within its income. 
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Failure to balance our budget in a year of flourish- 
ing business may be taken by our friends across 
the water to be a significant indication that we have 
not the will nor the skill to manage our own finan- 
cial affairs successfully; that our future is not 
secure; that it is not safe for other countries to link 
their destinies to ours. 


Bear in mind in that connection that in our re- 
cent financial history, deficit financing has been 
chronic. In the past 20 years, from 1931 through 
the current year, there have been deficits in 18 
years and surpluses in only 2 years, 1947 and 1948. 
The debt has gone up from $16.8 billions to $258.4 
billions in spite of the fact that annual tax revenues 
and other receipts have advanced from $3.2 billions 
to $37.3 billions. To be sure, plenty of reasonable 





and limit expenditures to that amount—to consider 
and debate not what expenditures would be good. 
but what we can afford to pay for. 

Is the approach really practical? I am sure that 
it is, in spite of whatever grief it may present to a 
Congressman in an election year. Bear in mind 
that the total expenditures so limited are ten times 
what the total was in the twenties, and five times 
what it was in the thirties. Certainly the dollar has 
not shrunk in value to that degree; nor do interest 
on the huge Federal debt, nor veterans’ pensions. 
nor European relief account for anything like the 
difference. Moreover, we find that Federal expendi- 
tures not related to war have doubled during the 
past five years and have now reached $12.5 billion. 
That is a fact that should be much more generally 
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excuses for the deficits have been offered in the 
past, but the old excuses do not apply any more. 
We have prosperity, not stagnation. Our peace is 
uneasy, but we are not fighting a war. We can pay 
reasonable government expenditures as we go, and 
that is much the wisest course. 

2. Must we then endorse the President’s program 
of higher taxes? There is just one alternative, and 
that is to trim the expenditure program to the total 
of the revenues we have in sight. 

We are likely to have about $37 billions of reve- 
nue in fiscal 1951. It will be the product of very 
high tax rates, the highest we have known in any 
year save the peak of World War II, applied to an 
exceptionally great national income. It would cer- 
tainly be possible for a President and a Congress 
to decide, like a good householder, that that revenue 
figure of $37 billions represents the outside limit of 
expenditures; that out of it we can pay down the 
debt a bit, and still support Federal expenditures 
far more extensive and indeed lavish than we knew 
in the twenties and the thirties. 

Note that the esssence of such an approach to the 
Federal Budget—a householder’s or businessman’s 
approach—is to start with the available revenue 
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understood than it is—that a great part of the in- 
creases in expenditures occurring since the war are 
increases in civil expenditures, not war-connected 
expenditures. 


Budget Cuts Blueprinted 


Senator Byrd has recently prepared a carefully 
documented Federal budget calling for total ex- 
penditures of $36 billions. He proposes no reduc- 
tions in the essentials of the uniformed military 
forces, no reduction in the veterans’ programs for 
hospitals, pensions, etc., no reduction in essential 
public works. Primarily he saves by eliminating 
waste and by cutting down on open-end expenditure 
programs. The Hoover Report shows how billions 
can be saved merely by good Federal housekeeping. 
Other competent analyses arrive at similar results. 
Post-war programs, presented only a few years ago. 
envisaged total Federal expenditures of a mere $18 
billions; less than half of the figure arrived at 
by Senator Byrd. 

All that is required is a determination in Con- 
gress, the product of the determination of citizens. 
to cut the budget down to the real necessities, a 
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figure that we can afford. If we want to maintain a 
prosperous America, an America we will enjoy 
living in, we must arrive at that determination very 
soon. 

An important step in that direction, a procedural 
step, seems to have been taken by the House Appro- 
priations Committee, in a decision to present all 
appropriations in a single bill. Expenditure control 
is almost impossible so long as the appropriations 
for different departments, bureaus and agencies 
are embodied in a great number of separate bills, 
supplemented by sundry deficiency bills. On the 
other hand, if all the great appropriations can be 
assembled in one place, the total will stimulate 
thoughtful study. We may then decide to live within 
our means. 


3. Were Senator Byrd to realize his hopes of $36 
billions total expenditures, the budgetary surplus 
would still be only a billion dollars. Hence, there 
is not much leeway for tax changes that will pro- 
duce a loss of revenue. Nevertheless even in the face 
of an unbalanced budget, the President recom- 
mended “that excise taxes be reduced to the extent, 
and only to the extent, that the resulting loss in 
revenue is replaced by revenue obtained from clos- 
ing loopholes in the present tax laws”. 


There has been some indication that some Con- 
gressmen accept the first part of the recommenda- 
tion, but not the proviso. The President’s own list 
of desirable changes in the excise taxes exceeded, 
both in length and in revenue involved, his list of 
loopholes. He said: “I believe that reductions are 
most urgently needed in the excise taxes on trans- 
portation of property, transportation of persons, 
long distance telephone and telegraph communi- 
cations, and the entire group of retail excises, in- 
cluding such items as toilet preparations, luggage, 
and handbags.” 

Total revenues produced by that list of excises 
in 1949 were $1.3 billions, as follows: 


Tax 1949 YieELD 
$ 337,000,000 
251,000,000 


Transportation of property ..... 
Transportation of persons 
Long distance telephone and 

telegraph communications ... 
Toilet 


311,000,000 


preparations ..$ 94,000,000 
Luggage, handbags, 

wallets, etc. ...... 83,000,000 
Jewelry 


450,000,000 
$1,349,000,000 





The Ways and Means Committee is now consider- 
ing many possible additions to the list, with the 
active aid of interested constituents. You have all 
seen the drive which is being made, for example, 
for the repeal of admissions taxes, which were not 
on the President’s list. Since the reduction or repeal 
of taxes is easy, and the increase of taxes is hard, 
there is some likelihood that some of the excises 
will be reduced or even repealed, whether or not 
additional revenue is elsewhere secured. 

The President’s list of loopholes comprised “the 
excessive depletion exemptions now enjoyed by oil 
and mining interests”; the use of the “exemption 
intended to protect educational activities * * * to 
gain competitive advantage over private enterprise 
through the conduct of business and industrial oper- 
ations entirely unrelated to educational activities” ; 
and the under-taxation of life insurance companies 
—a comparatively modest list. 


"Loophole" Savings Difficult 


Most of us would agree in principle that if oil 
and mining companies are obtaining excessive de- 
ductions, such deductions should be brought down 
to proper size. The companies have long contended, 
however, that the deductions are no more than are 
necessary to meet the costs of mineral production 
and the expenses of essential exploration and de- 
velopment. The present depletion allowances have 
been in effect a long time and have apparently 
worked well. It seems unlikely that Congress will 
change them. 

Most of us would also agree that commercial 
organizations should not masquerade as colleges, 
and that the income of insurance companies should 
be equitably taxed. In each case, however, the prob- 
lem cannot be easily solved, nor is there any assur- 
ance that important new revenues will arise from 
the solutions proposed. Colleges and insurance 
companies alike have suffered from the govern- 
mental policy of low interest rates. Some colleges, 
not all, have sought investments, unusual invest- 
ments, in commercial enterprises, as a means for 
bolstering declining income. It will not be easy to 
define and exempt a college’s pure investment in- 
come, and to define and tax a college’s commercial 
income. Even when the job is done, not much reve- 
nue will be raised. Moreover, such revenue is pro- 
duced at the expense of institutions doing an 
essential public job the State must do itself when 
private institutions are inadequate. 

The Ways and Means Committee has recom- 
mended and the House has adopted a measure im- 
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posing retroactive taxes on the 1947, 1948 and 
1949 incomes of life insurance companies. It is esti- 
mated to produce a total of $90 millions of revenue 
for those three past years, surely an inadequate 
consideration for the departure from the long-stand- 
ing precedent that taxation must be prospective in 
application. And another thing, I think, that worries 
all of us about that particular solution is the likeli- 
hood of its application in some other field. When it 
is applied to the life insurance companies, we can 
regard it with detachment. Suppose it were applied 
to you, suppose that on your 1947 income you are 
now asked to pay a tax which was not levied at 
the time you paid the tax on that income? 


Tax Policy Lacks Incentive 


The President further recommended that the 
capital gains provisions should be tightened; that 
estate and gift tax exemptions should be reduced; 
that those two taxes should be coordinated, so that 
a single progressive tax would be imposed on all 
transfers a taxpayer might make, either during life 
or at death; and that the rate of tax on corporate 
income in excess of $50,000 should be increased. 


None of the President’s recommendations, if 
enacted, would greatly stimulate business activity, 
or tend to assure a continuance of our present 
prosperity. Some nuisance taxes would be reduced 
and that would help; oil and mining development 
would be dampened; some colleges would be hurt; 
life insurance policyholders would have to pay a 
little higher premiums. Taxpayers would have addi- 
tional tax reasons for holding on to securities and 
not selling them. A small additional handicap 
would be placed on risking money in new ventures. 
It would be a little harder to provide a decent 
estate for one’s widow and children. Corporations 
would find it a little more difficult to make a profit 
for stockholders. 


None of the recommendations gives anyone an 
incentive to work harder and to produce more. 
Rather, the general effect of the President’s pro- 
posals is to convince taxpayers once again that 
our Federal tax policy is not being designed to 
promote business activity; that if we have a 
flourishing economy, it must be in spite of Federal 
tax policy, not because of it. 

4. What should be done? I have already given 
my major recommendations: pare down expendi- 
tures to about $35 billions; and balance the budget 
without the need for tax increases. Those two 
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recommendations are essentials. After them come 
so many other desirable tax changes that an order 
of priority is necessary. Moreover, there is only 
time today to list a few major items. 

(a) Isn’t the elimination of the double tax on 
corporate dividends the first necessity in an econ- 
omy that wishes to foster active business and new 
risk investment? How can corporations get the new 
risk money they need when prospective investors 
know that dividends will be subject to a double 
tax, which other income does not pay? 

(b) Isn’t a liberalization of depreciation allow- 
ances the next step in fostering the replacement of 
old machinery by new, in encouraging the develop- 
ment and installation of new labor-saving devices? 
Our plants must be kept up-to-date if we are to 
produce and compete successfully. 

(c) A revision of the excises might come third 
on the list, but a revision that would strengthen 
the excise portion of our tax system, at the same 
time that excessive rates and undesirable forms of 
excises are eliminated. 

(d) Finally, I have always wanted to increase 
the certainty of tax laws, by simplifying their pro- 
visions so far as possible, and then providing that 
they mean what they say; so that if a taxpayer 
complies with them, he can be sure that the result 
will be what the law plainly states; not some wholly 
unexpected result an ingenious Supreme Court 
thinks up ten years later. 

Governmental professions of desire to promote 
economic growth and broader opportunities for 
our citizens need not be so greatly at odds with 
specific recommendations for changes in the tax 
laws. We must have high taxes for many years to 
come. By the same token, we must devote our 
best thought to tax policy. 

We should put an end, right now, to political 
expediency as a guide to great decisions. This elec- 
tion year may not be the time, but sooner or later, 
we must give our Federal tax laws the thorough 
overhauling they so badly need, to the end that 
citizens may be encouraged to produce; may be 
enabled to save money; and thus may not only 
provide security for themselves and their families, 
but out of individual savings may furnish the funds 
to finance the new enterprises a growing civilization 
must have. 

We can still grow. We can live the good life. We 
must not let badly devised tax laws and unintelli- 
gent Federal budget policy stop us. 
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